
51.1 

 

PARTIAL SUBSTITUTES AND TRADE 

 

In Section 50 of the text, an analysis of the effects of tariffs is 

presented. It was assumed that the US and foreign goods were perfect 

substitutes. The "law of one price" thus prevailed and it was possible to 

show the domestic supply curve for the import-competing good on the same 

diagram with the foreign imports.  

 

For certain kinds of products, e.g., wheat, steel, oil, such 

assumptions are reasonable. But for many goods, the US and foreign goods are 

not precisely equivalent. A good example is the automobile industry. A US-

made Ford is not the equivalent of a Japanese-made Subaru. There are 

differences in styling, performance, reputation, etc., which mean that the 

two cars do not have to sell at the same price. (Nor do price changes for the 

two cars over some period have to be the same). 

 

When the two products are close substitutes, but not perfect 

substitutes, it is difficult to put both on the same diagram. There is no 

reason to assume that if one less Subaru is sold in the US (say, due to a 

quota), exactly one more Ford will be sold. However, a two-diagram framework 

can be used to sketch out the impact. Figure 1 shows the Subaru market. Since 

the US doesn't make Subarus there is no US supply curve on the diagram. The 

demand curve for Subaru is shown by line DS; which is a function of both the 

price of Subaru and the price of Fords. Assume a tariff of rate t is imposed. 

The domestic price rises from p(W) to p(W) + t. (We assume that Subarus are 

supplied with 1nfinite elasticity in this case). 
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51.2 

Our usual cost/benefit analysis will show that consumers lose a+b and 

government gains a in tariff revenue, for a net loss of b. However, this is 

not the end of the story. The increased price of Subarus stimulates demand 

for the domestic (partial) substitute: Fords. On Figure 2, demand for Fords 

shifts up from DF to DF'. Consumers have spent c+d+e+f in extra revenue to 

obtain extra Fords. But, evaluated at the old demand curve DF, they have 

obtained extra value of only f. Thus, consumers lose a net of c+d+e. This is 

offset only partially by a gain in producers' surplus of c+d. The net effect 

is a loss of e (the difference between what it cost to make the extra Fords, 

and what they were worth to consumers). 

 

Students will recognize some difficulty with this analysis. We had to 

use the old demand curves on both diagrams to measure consumer utility. To 

use demand curves which adjust for the changes in relative prices which occur 

would be to use a "flexible yardstick" of dubious meaning. (In principle, we 

should have shown DS on Figure 1 rising as the price of Fords rose, so even 

the seemingly straight forward analysis of that figure is somewhat 

ambiguous). Nevertheless, the analysis does indicate that the tariff impact 

is similar, whether or not perfect substitutes are involved. An analytically 

correct analysis would involve a complex general equilibrium model, a step we 

have tried to avoid for expositional purposes. 



51.3 

 

Figure 1 
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